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With the increase in the living standard, the land
and labour costs are no longer beneficial for
manufacturing industries in Hong Kong. Moreover, the
increase in protectionism in some of the major trading
partners of Hong Kong brings along more trade
restrictions, together with increase in competition
from low cost overseas manufacturers, the small
manufacturers in Hong Kong are facing a tough time.
In order to survive in such keen competition in
cost. large manufacturers started their overseas
operations in countries that are low in land and labour
costs. On the other hand, small manufacturers cannot
follow this method due to their financial situations.
To struggle for survival, some small manufacturers
employed illegal practices. They set up manufacturing
facilities in mainland China and shipped the products
back to Hong Kong as though the products were for sale
in Hong Kong. In fact, the products were exported from
Hong Kong later, as though they were made in Hong Kong.
Although this practice is profitable, it is
dangerous as the Trade Department is aware of this and
is imposing closer investigation on it. In fact, there
are still opportunities in the garment industry. To
maintain cost advantages, such illegal practices are
3not the only means.
The small garment factories are in a desperate
condition because of their unique business nature. The
small manufacturers depend solely on the larger
factories and trading firms to subcontract orders to
them this not only increases the cost because of the
existence of middlemen, but also put the small
factories themselves at the mercy of large factories.
Therefore, it is suggested that the smaller
factories should establish their own overseas buyers
connection and start direct exporting to regain their
advantages in competition. At the end of this
research, an actual case is given as a hint for actual
implementation.
Although direct exporting can help the small
manufacturers, there are still threats in the garment
industry in Hong Kong. With increase in education
level, manual workers are considered inferior and of
low social status. As people are not willing to join
the industry, the small manufacturers face a serious
long term problem of labour supply. Unless it could be
solved, shifting manufacturing facilities to overseas
countries with better labour supply seems to be
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In 1985, Hong Kong was the number one exporter
among the 49 clothing export countries and regions with
its clothing export amounting to US$ 6.72 billion' and
total employment of 262904 (84% of which belonged to
the garment branch). 2 There is no doubt that the
clothing industry is one of the most important pillars
of our economy. But with the increase in both foreign
competition and trade restrictions, can the success of
the clothing industry be sustained?
In the Journal of the Federation of Hong Kong
Industries,3 Mr. K.Y. Yeung the Director of Industry
stated: 1986 witnessed a recovery in manufacturing
activity.... There was better utilization of
production capacity as well as an improvement in
business turnover in most major industries, especially
textiles, clothing and plastics.... All signs
available show that 1986 has been one of the better
世 界 產 業 動 向 “ ， 工 業 商 報 ， 第 三 六 六 期 ， 第 四 頁
2. Census and Statistics Department, 1985 Manpower
Survey Report on the Clothing Industry, p.5.
3. Yeung, K. Y., Performance of Hong Kong's
Manufacturing industries in 1986, Hong Kon Industrial.
News, Jan. 1987, p.6-7.
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years for manufacturers here and that 1987 could well
be another prosperous year.
While the statement made by Mr. K.Y. Yeung was
encouraging, the Quarterly Business Survey Report
reported an opposite story. It was found out that the
firms in the manufacturing sector expected a decline in
business in the first quarter of 1987. Take the
wearing apparel sector as an example.- 40% of the firms
in the survey thought that the general business
situation for the first quarter of 1987 will
deteriorate as compared with the fourth quarter of
1986.4
As the local manufacturers are not that optimistic
about the clothing industry in Hong Kong, the larger
firms start to manufacture their products in overseas
countries where labour cost is lower. Since this
strategy of cost reduction needs a considerable amount
of capital investment, it is impossible for the smaller
factories to follow suit (small factories refer to
factories with less than 50 employees).
How can the smaller garment factories survive with
such keen competition? The purpose of this research
report is to study the possible ways for the smaller
4. Census and Statistics Department, Hong Kong
Quarterly Business Survey Report, 4th Quarter 1986.
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garment factories to survive with increasing
competition.
Justification of The Research Topic
In Hong Kong, the small garment factories survive
by getting orders from large factories and export
trading firms. As the small garment factories depend
partly, if not fully, on subcontracting, they cannot
get enough orders from large factories and trading
firms when economy is bad. With such a business
nature, the statement very small business are being
crowded out of the economy by the largest business,
because of the economy's competitive nature5 seems to
be a fact of life. If so, our research will be a waste
of time. Since the Hong Kong Government always
emphasize on a 'free market, free competition' policy,
'survival of the fittest' is the name of the game.
Thus if the small firms are in absolute disadvantage
and has no contribution to the economy, our research
topic will be both meaningless and not justified.
In fact, we believe that small garment factories
can survive and contribute to the economy.
i) Scale of economy
5. Robert E. Berney and Ed. Owens, Small Business
Policy: Subsidization Neutrality, or Discrimination,
Journal of Small Business Management, Vol. 22, No. 3,
p.490
4If scale of economy makes large factories more
productive than smaller ones, the large factories will
eventually drive the small ones out of business by cost
reduction and there will be no way for smaller
factories to survive. Luckily it appears that
economies of scale in production do not vary
significantly according to size.... The continual
existence of establishments of many sizes suggests that
economies of scale in production are not significant.6
ii) Existence of small orders
Not all the orders are suitable for production by
large factories and in fact the small factories are
more flexible and profitable to cater the small orders
than large factories.
As the small factories have the advantage of
producing small orders more profitably, we consider
they are possible and valuable to survive in our
economy.
6. Robert E. Berney and Ed. Owens, Small Business
Policy: Subsidization, Neutrality, or Discrimination,





Approach of The Research
In the research, the process of analysis mainly
followed the framework as presented in page 49 of
Strategic Market Planning written by George S. Day.
The research began with a presentation on the
background information of the garment industry. After
having a brief understanding, a situation analysis on
the environmental and competitive situations was
performed. The situation analysis together with the
background information were then used to explore the
SWOT (Strengths Weaknesses Opportunities Threats) of
the garment industry.
Finally, the past practices that small garment
factories kept on using and their SWOT were studied to
formulate alternative solutions. Recommendations were
then given after evaluation of the options.
To support the analysis, both secondary data and
primary data were used. As quantitative approach was
not used, there was no advanced data analysis.
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Collection of Secondary Data
The secondary data collected consisted of the
following:
1.Industrial background information
2.Information about trade promotion organizations
3.Literature research on the actual procedures and
paper work for exporting business.
Collection of Primary Data
In order to have an in-depth knowledge about the
problem, primary data are necessary.
1.Interviews with factory owners were conducted to
have an actual understanding on the problem they are
facing. From the interviews, we hope to review the
information such as why they were reluctant to export
directly in the past, are they willing to do so now and
why, and what they expect in the future... etc.
2.Interviews with factories that are directly
exporting (one of the possible solutions) now to find
out what motivated them to direct exporting, their path
of doing so, and their feeling on direct exporting.
Throughout the research, several interviews were
conducted with employers and employees of four garment
factories.
71. Uni Garment Factory: It had about 8 employees
and it got orders from other garment factories and
performed part of the garment process for them.
2. Landscape Garment Factory: It had about 40
employees and it got orders from export trading firms.
3. Golden Garment Factory: It had about 35
employees and it got orders from export trading firms.
At the present it is trying to perform direct exporting
by forming a joint-venture with a small trading firm.
4. Arts Garment Factory: It had about 50
employees. It got orders from trading firms and it
also had their own overseas buyers for direct
exporting
7. The names of the factories and persons in this
report are in disguise so as to protect them fro





In 1983, there were about 9,129 factories in the
clothing industry and about 7,806 of them are small
size factories with less than 50 employees. (Refer to
Appendix II for source of data and calculation.) The
importance of small garment factories is obvious from
this large proportion.
With such a large number of small factories, their
business practices are different. The small garment
factories can be divided into three types:
i) Very small size factories with number of workers
less than 20. These factories get their orders from
larger size factories as they are too small that both
the trading firms and buyers are unwilling to deal with
them.
Because they are small in size, such factories need
only a small sum of capital investment but on the
other hand, they cannot carry out the whole production
process. Thus they process some parts of a garment for
larger factories and their profit margin is relatively
small.
ii) Factories with all their production orders
coming from one or more export trading firms.
For this type of small garment factories, their
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orders are from trading firms and on CMT (Cutting
Making Trimming) basis.8 That is, they only process
the materials into finished goods and receive the
processing fee while the purchase of raw materials, the
arrangement of transportation and export documents are
done by the export trading firms. This practice frees
the manufacturers from the paper work and allow them to
concentrate themselves on production which they are
familiar. In the past when the economy was good, both
the export trading firms and manufacturers benefited
from this division of labour. Now that business
situation is difficult, the trading firms do not have
enough orders for all the factories thus leaving some
manufacturers in a desperate condition.
iii) Factories which have some of their orders
directly coming from overseas buyers.
For such factories some of their orders are
directly from the buyers. These orders are mainly on
FOB (Free on Board) basis,9 i.e. the manufacturers have
to take care of everything from the time they receive
- - - - - - - - - - - - - - - - - - - -
8. CMT basis requires the sellers to be responsible for
cutting, making and trimming of the garment and all
others are take care by the buyers.
9. FOB means the sellers take up all responsibilities
until the goods are on board and the buyers take p
responsibilities after that.
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the orders until the finished goods are delivered on
board. Therefore, the garment factories are
responsible for purchasing of raw materials and
preparing export documents. Such practice undoubtedly
requires more personnel and capital investment. On the
other hand, as the manufacturers take part in more
value added procedures the profit margin is higher.
Though there are differences in their practices,
all the garment factories operate in a sub-contracting
manner. The trading firms or the larger garment
factories get orders from the overseas buyers, then
they subcontract the orders to smaller factories. The
smaller factories in turn further subcontract them to
even smaller factories.
Export Procedures
Apart from their difference in business practices,
the small garment factories mainly manufacture for the
purpose of export. Before the products can be
trading firms have to apply for export license anc
Certificate of Origin at least two weeks before actual
shipping.
For export license, the applicants have to fill it
Form 4 for non-quota items and Form 5 for quota items.
exported, either the manufacturers or the export
11
For non-quota items, export license will be ready in
about two days after application. For quota items, the
required time is the same but before giving an export
license to the manufacturers, the Trade Department will
check the quota account to see if the manufacturers get
enough quota for exporting. Therefore, the
manufacturers have to make sure that they possess or
buy enough quotas before applying for export license,
and without an export license the products cannot leave
Hong Kong.
For Certificate of Origin, the manufacturers
usually can get it without problem. But once they have
applied for it, the Customs Department will have a
record of that exporting orders. The practice of the
Customs Department is to select from their existing
file a certain amount of applicants and they will make
an on-site inspection to see if the products are really
manufactured by the factories.
The Past Performance of the Garment Industry
Garment industry is always one of the most
important industries in Hong Kong. Before 1970 the
reason of its success was its cheap and hard working
labour. At that time, the standard of living in Hong
Kong was far below that in the Western world.
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Moreover, similar to most less developed countries,
Hong Kong was mainly an industrial economy with its
working force not only cheap but also lack of knowledge
about labour welfare. Thus, the workers were willing
to work 12 hours a day and 6 to 7 days a week. With
this cheap and hard working labour force, the garment
products not only had cost advantage over its overseas
competitors, but also had the strength of high
efficiency in production.
With the increase in the standard of living and
education level, Hong Kong no longer had the same work
force. Yet the garment industry is still performing
well as Hong Kong garment manufacturers do not compete
on cost anymore but shift their direction to high
fashion production. Apart from this, there are also
three reasons behind the success of the garment
industry:
i)Quality: Hong Kong garment factories no longer
produce low-price low-quality products in fact their
skills enable them to manufacture high quality
products. Moreover, the good attributes of Hong Kong
manufacturers are recognized by buyers all over the
world. For example, the garment products produced in
Hong Kong were seldom rejected, according to the
interviewees.
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ii)Good value of money: Although the cost for Hong
Kong garment manufacturing is higher than that of
Mainland China and other less developed countries, they
are still competitive in terms of cost/benefit as Hong
Kong's products are considered to be better and more
reliable.
iii)Fast delivery: One of the best reputations of
Hong Kong industry is its accurate delivery. With its
good communication and transportation system, Hong Kong
manufacturers are able to negotiate directly with their
customers and deliver their goods on time as requested.
Even though there is a good reputation and success
in the overall performance, the garment industry is not
free from difficulties. From the Quarterly Survey
Report's done by the Hong Kong Census and Statistics
Department, the respondents indicated five major
problems in the manufacturing sector of wearing
apparel. They are
i)Quota and other trade restrictions,
ii)Shortage of skilled labour,
iii)Price competition from firms in Hong Kong,
iv)High material price, and
v)Price competition from firms overseas.
- - - - - - - - - - - - - - -
10. Census and Statistics Department, Hong Kong,
Quarterly Business Survey Report, 4th Quarter 1986.
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The above points will be discussed in later parts
of the report. (See Appendix II for more details of
difficulties faced by the garment manufacturers.)
Characteristics of Small Garment Factories
No Ability to design: For the garment factories
that receive orders from the trading firms, they are
just manufacturing as required and there is no need for
them to design. On the other hand, for those who has
overseas buyers of their own, the situation is a bit
different. Since the overseas buyers sometimes will
visit the factories, the factories need showrooms for
the buyers. But according to Miss Chen, Shipping
Assistant of Arts Garment Factory, their showroom only
displays their past products. Because they have only a
few buyers, employing a designer will not be
financially justified. Thus, instead of showing new
designs, their main purpose of setting up a showroom is
for the buyers to have an understanding on the
materials that they used and the high standard of their
manufacturing abilities.
Productivity: Because of their financial capacity
and limited space, the small garment factories have to
fully utilize their limited space and machineries. For
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example, in Landscape Garment Factory, one of the
production processes required the workers to iron a
part of the garment before sewing. Yet due to
insufficient space and irons, only two ironing
positions were available which were temporarily set on
a box that had already been used for containing
inventories, and the workers had to take turns for
ironing. But the workers were not idle, they continued
to sew until there was vacancy for them to iron their
parts. Apart from better usage of limited resources,
another advantage over the larger firms is the better
relationship between the workers and the employers.
Because of this good relationship, the workers are more
willing to work overtime.
Even though the small factories can better utilize
their capacities, they still had the difficulty in
finding skilled labour as the whole industry is in a
permenant shortage of skilled labour. Therefore, small
factories face a grave problem of labour supply for
their future manufacturing.
Financial Strength: The small garment factories do
not have a strong financial background and depend a lot
on the overdraft facilities provided by their bankers.
In fact, they have no other source of financial support
16
and the bank overdraft, which should be a short-term
financial instrument, tends to become a long-term one.
Apart from lacking in financial resources, they also
have the cash flow problem. When they complete an
order, they depend a lot on the payment from buyers to
pay their workers and suppliers. Once the buyers delay
their payment, the small factories are in a serious
cash flow problem. In fact, if their buyers failed to
pay one or two bills, they might even go bankruptcy.
Management Strength: Because they are small in
size, there is close contact between the workers and
the employers in small factories. Actually, one can
feel the warmth and friendly atmosphere in most small
factories. With this strong cohesive force, small
factories can have a better two-way communication which
enables more collaborating management. On the other
hand, small factories do not have a clear organization
structure. For example, apart from his presummed
duties, a clerk might have to be a quality controller
or even a manual labour depending on the boss'
instruction. Such vague job duties make management
more difficult.
Ac A whole, small factories are strong in
17
production and weak in other aspects. But because of
the shortage in skilled labour, their production





Government Policy: Since the Hong Kong government
believes in 'free market, free competition' policy, the
small manufacturers are unlikely to get any financial
support from the government. Under such non-
interference policy, only those who have made
contributions to the economy (or in other words profit
maker) can survive, and the small manufacturers are on
their own to struggle for survival.
Trade Protection: With a slow down in the world
economic growth, most countries suffer from depression
and they start to implement trade restrictions in order
to protect their home market from the competition of
foreign manufacturers. Although the Jenkin's Bill was
vetoed by the U.S. President, more and more similar
restrictions are on their way and will surely increase
trade restrictions. For other export countries, they
can tackle the restrictions by exerting political and
economic pressure but as Hong Kong does not have any
influence on the developed countries (such as U.S., ouz
mrr importer), Hong Kong has to accept almost
19
anything offered. With trade restrictions such as
quotas and tariffs, the amount of export products is
restricted. Therefore, one can expect a tougher future
situation of garment industry with more and tighter
trade restrictions.
China Market: As Hong Kong's exports to China rose
97% in February, 1987 as compared with February,,
198611 the China market will likely to strengthen its
role as one of the major trading partners of Hong Kong.
Due to the close proximity between China and Hong Kong
in both location and culture, the market can easily be
accessed and the vast China population seem to be
attractive future buyers.
Certificate of Origin: For the manufacturing of a
garment product, there is altogether six procedures,
namely, cutting, sewing, overlocking, buttoning,
ironing and packing. A product must get a Certificate
of Origin to certify that it is really Made in Hong
Kong before it can be exported. Moreover, a product
can get a Certificate of Origin only when all the six
- - - - - - - - - - - - - - - - - - - -
11. Michael Marray, HK exports to China jump 97pcn,
South China Morning Post, April 14, 1987, Business
Post, p.8.
procedures are done in Hong Kong. The concept of
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country of origin limits the possibility of cutting
costs by shifting part of the production procedures to
other lower cost regions.12
Currency: Since Hong Kong dollar is pegged to US
dollar which keeps on depreciating in the past two
years, the value of European currencies is increased
relative to Hong Kong dollar. On the other hand, the
appreciation of Taiwan dollar has brought the costs of
its product higher than that of Hong Kong products.
With this advantage, the exports to European countries
such as West Germany and United Kingdom has
increased.13
Customer Behavior: The foreign buyers face a
dilemma of their own. On the one hand, they favour the
existence of a third party (the export trading firms)
to act as an inspector to ensure the quality of their
goods but on the other hand they want to bypass the
middleman. There are two reasons why they like to
contact directly with manufacturers:
13.
12. Interview with Miss Chen, Shipping Assistant of
Arts Garment Factory Limited.
" 本 港 經 貿 綜 合 " , 工 業 商 報 , 第 二 六 三 期 , 第 九 頁
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i) Bypassing, the middlemen can cut the costs and
increase the competitive power of the products as
they do not have to pay commissions to the trading
firms.
ii) The foreign buyers like to deal with
manufacturers directly because this enables them to
know more about the actual producers. With better
knowledge on the manufacturers, the buyers can
carry out quality control by selecting suitable
manufacturers and thus have more confidence in
future orders.
The Competition
The analytical technique used in this section and
the framework shown on the next page comes from Chapter
one of the book Competitive Strategy by Michael E.
Porter.
According to Michael Porter, the intensity of
competition depends on five factors, namely--- entry,
threat of substitution, bargaining power of buyers,
bargaining power of suppliers and rivalry among current
competitors: as shown in Figure I.
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FIGURE I
















Source: Michael Porter, Competitive Strategy,
Free Press, 1980, p.4
In order to understand the competitive situation,
the five competitive forces will be studied one by one.
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Rivalry Among Current Firms: The product offered
by different garment factories to their buyers are
basically the same. Since they just manufacture as
specified in the orders, their services offered are
only a set of standard manufacturing processes which
has no product differentiation among each other.
Without anything special and superior in their
services, the focus of competition is on price and
additional services.
As the standard of living in Hong Kong is
improving, the increased cost of labour and price of
materials narrow the profit margin on garment
manufacturing. According to Michael Porter, the
investors will not tolerate a return less than a
certain minimum (the competitive f loor) because of
better investment opportunities elsewhere. Thus the
manufacturers give up the low-cost product segments and
upgrade their production to higher segments. For
higher price products, the market is smaller therefore
only a limited number of manufacturers can survive.
As a whole, the internal competition is keen and
highly dependent on'price and services offered.
Entry of New Entrants: If an industry can be
entered by new comers easily, the competitive situation
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is unfavourable. The competition is much intensified
by new entrants as they, with their substantial
resources, will cut back the market shares of the
existing manufacturers. Unluckily, the garment
industry is one that has a low barrier for new
entrants..
i) As stated before, garment manufacturing is
standardized and has no product differentiation,
therefore new entrants (provided that they give good
services with competitive price) can easily get orders
from buyers as there is no loyalty and brand name in
production process.
ii) Garment manufacturing is a labour-intensive
business and does not need much capital investment.
Therefore, the less developed countries can easily
build up the industry as they have plenty of cheap
labour.
Bargaining Power of Buyers:
i) As the manufacturing process is standardized,
the buyers or trading firms can easily find another
factory to produce their goods without any influence on
their sales so long as the quality is acceptable.
ii) Since garment industry does not require much
capital investment, the buyers can have backward
25
integration, i.e. put up manufacturing facilities
themselves to produce their own goods.
iii) Before the buyers decide to give orders to a
particular factory, the buyers usually ask several
factories for quotations. Thus the buyers have more
information about the pricing and are in a better
position for negotiation.
Bargaining Power of suppliers: The suppliers and
the garment factories are mutually dependent. Although
the small garment factories are only small customers to
the suppliers, the suppliers do not possess power over
the garment factories as there are plenty of suppliers
for selection.
Substitutes: There are other clothing which can be
substitutes for garments but basically they has not
much influence.
In conclusion, the small garment factories are in a
keen competition in price and services. They are not
only suffering from competition with existing firms and
local competitors, but there are also the danger of new
entrants and stronger bargaining power of the buyers.
26
Primary Objective of Small Garment Factories
After a careful study of the situation faced by
small garment manufacturers, the objective of future
business is formulated as follows:
With keen competition on cost reduction, the
objective of the small garment factories should be cost
cutting to increase competitive power.
Opportunities and Threats
Before the development of strategies for cost
reduction, it is important to find out the impact of
the environment on the industry before deciding what
could and should be done.
Opportunities:
i) Direct Exporting. Consider the buyer behaviour.
their willingness to deal with manufacturers create a
chance for the manufacturers. Although the foreign
buyers might be upset by the absence of the third party
as an inspector, the good reputation of Hong Kong
manufacturers may convince them for making a try. With
direct exporting, the sources of income are increased.
For example, the manufacturers can gain additional
profit by providing additional services such as the
purchasing of quota and materials. Theref ore, the
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manufacturers can increase their profit margin without
substantial raise in price.
ii) European Market: With the value of Europe
currencies increased relative to Hong Kong dollar, Hong
Kong products' are more competitive in their markets.
Although it looks promising, no one knows how long this
advantage will last. On the other hand, with increase
in exports to these countries, further trade
restrictions are expected. Thus the European market is
not a long term solution to the present problem.
iii) China Market: As mainland China is less
developed than Hong Kong, people in China admire Hong
Kong products. Moreover, as the China market is not
yet ready for fashionable garment, Hong Kong
manufacturers can sell their old designs in China and
reduce the cost in designing.
Threats:
i)Because of trade restrictions and increase in
labour cost, the large manufacturers build up
manufacturing facilities in overseas countries that are
either quota-free -or cheaper in labour cost. For
example, Mr. Mark Ashton, director of the Hong Kong
office of Jamaica National Investment Promotion stated
that a number of local garment manufacturers are
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currently setting up production facilities in Jamaica
to gain quota-free entry into the US and EEC
markets.14 These overseas operations not only enhance
the intensity of competition because of their lower
costs of production, but they also take away a lot of
orders.
ii) With increase in living standard and education
level, people are not willing to join the garment
industry as labour. Not only the salary is not
attractive, the females in Hong Kong also regard
garment labour as a synonym for low status workers.
With the shortage of skilled labour and reluctance of
women to join the industry, the future of garment
industry is miserable even if it can compete with
overseas on cost.
iii) In the past when there was no quota
restriction, the manufacturers usually set their price
as low as possible. Although they had a low profit
margin,. in return there were more orders and the
increase in exports compensated for the slim margin and
hence total profit was still attractive. With the
setting up of a quota system, it is impossible to use
- - - - - - - - - - - - - - - - - - -
14. Michael Marray, Garment makers show interest in
Jamaica, South China Morning Post, Feb. 2, 19 87,
Business Post p.1.
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the same strategy now.
iv) China is by far one of the greatest threats to
local manufacturers. From our interviews, all the
interviewees agreed that China is putting up more and
more pressure to small local manufacturers and many
buyers had already started business with China years
ago because of their low price. In the past, the
quality of China manufactures were not up to standard,
and the buyers had to ship the products to Hong Kong
for amendment very often. But at the present moment,
the frequency for amendment is much reduced. As China
goes on improving their production skills steadily,
they will upgrade their production to the higher market
segments. This is what the local manufacturers least
hope for as China, under such circumstances, will
almost certainly be the winner with their lower price
plus up to standard quality products.
Strengths and Weaknesses
In order to be successful and survive in an
industry, one must compete in areas where one's
strengths are most valued. Thus after an investigation
of the impacts of the environment on garment industry,
the internal factors of the garment industry are




i) As shown in Table I, the proprietors of small
garment factories are experienced workers themselves.
Thus enable them to have better quality control and the
buyers will be more confident.
TABLE I.
REASONS WHY THE SMALL MANUFACTURERS
ENTER THEIR PRESENT INDUSTRIES
REASONS:
65.4Have related experience and training
15.1Have related business connections
11.0Market reason
8.5Advice from friends or relatives
100.0Total
Source: Victor Sit,Hong Kong's Small Scale
Industry, University of Hong Kong, 1985, p.28.
ii) The small size and good relationship within a
small factory give it flexibility in production. Since
the small qarment factories produce in relatively
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smaller orders, they usually use general purpose
machineries so as to suit different order requirements
easily. Therefore apart from production capacity, the
small factories can change its production lines easily.
Weakness:
i) Apart from its small size, small garment
factories utilize its labour capacity less than larger
size factories as shown by Table II.
TABLE II
LABOUR PRODUCTIVITY OF LARGE, MEDIUM
AND SMALL FACTORIES IN THE CLOTHING INDUSTRY







Source: Victor Sit, Hong Kong's Small Scale
Industry, University of Hong Kong, 1985, p.14.
ii) The proprietors of small factories do not
receive much education. This limits their ability in
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accepting new management skills and may even resist new
technology. From the interviews conducted in the
research, it is in fact one of the reasons why the
garment factory owners were reluctant to directly
export their products in the past.
TABLE III











Source: Victor sit, Hong Kong's Small ScalE
ndustrv, University of Hong Kong, 1985, p.27.
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iii) In order to compete with foreign and local
factories, most strategic responses need substantial
investment. Because of their weak financial position,
the alternatives available to small garment factories
are limited.
iv) The small factories are difficult to recruit
good quality people. Most small garment factories are
family business. The top level personnel come from the
same family and it is impossible for an outsider to
move to the top. Moreover, the small garment factories
are not willing to pay too much for the workers because
of their financial position. Thus even though someone
is interested in garment industry, he is more likely to




PRESENT PRACTICES OF SMALL GARMENT FACTORIES
Not only the garment factories are facing keen
competition, the export trading firms are having their
problems too. With the open door policy of Mainland
China, businessmen start their joint ventures in China
to cut their production costs. As a result, the export
trading firms have to cut their prices down enough to
compete with others to get the orders. As the profit
margin is too low for local manufacturers, the export
trading firms have to send their orders to Mainland
China for production.
To produce in China, one can either contact the
manufacturers directly or go through the Ministry of
Foreign Economic Relations and Trade (MOFERT). By
bypassing the MOFERT, the price is lower but usually
these manufacturers do not have quota for export. If
the buyers or export trading firms employ the service
of MOFERT, the manufacturing fee is about US$ 30.00 per
dozen and the company will be responsible for finding a
manufacturer. The price (US$30.00/doz.) is
approximately the. same with that of Hong Kong.
However, to manufacture in Hong Kong, the trading firms
have to buy quotas. Thus the overall price is lower in
China.
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As the total price is higher in Hong Kong, the
orders rush into China until the quota is used up.
According to the garment manufacturers in Hong Kong,
the small garment factories are only operating half a
year annually. For the first half year, all the orders
are quoted with prices for China manufacturing. In
order to keep the factories operating, the small
factories have to accept the orders and lose money on
every piece of product. Then when the quota is used up
in China, the price is raised again and the local
manufacturers have a chance to recover its previous
loss. In order to remain profitable, many
manufacturers start an illegal practice called Diving
Product
Diving Products
Diving Products are products that are
manufactured in China but export under the label Made
in Hong Kong. The local manufacturers have the
cutting process done in Hong Kong and the parts are
send to China for sewing. After the manufacturing
process is finished-, the products are transported back
to Hong Kong for packaging and export. But how can the
products get the Certificate of Origin?
To solve this problem, a third party is needed.
潛 水 貨
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There are transportation companies in Hong Kong that
are specialized in Diving Product business. These
transportation companies not only carry out the
delivery of parts to China, but also finished products
from China to Hong Kong. Before collecting the
finished products, the transportation companies will
apply for an import license from the Hong Kong Trade
Department. The importer will either be the
transportation company or a dummy firm set up for this
purpose and the products are claimed for sales in Hong
Kong only. Actually, the products are delivered to the
local manufacturers for re-export. As this practice is
becoming more and more popular among local
manufacturers, the Customs and Excise Department begins
to take a closer look on the problem. In order to
prepare for the Customs Department's inspection, the
local manufacturers have to make up a fraudulent book
of accounts to make false records about the workers'
salaries on the Diving Products as though they are
manufactured in Hong Kong.
The local manufacturers have a good control on the
timing too. Before they apply for the export license
and Certificate of Origin, it is impossible for the
Customs Department to know that there are products for
export. Thus the Customs Department has to inspect
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some manufacturers among applicants of export license
and Certificate of Origin. The manufacturers then
control the timing by applying as late as possible.
Also they proceed only after the products have arrived
and the fraudulent documents are ready.
Other than the Customs Department, the buyers are
also aware of this practice. The buyers welcome this
practice as they are not responsible for any legal
consequence on one hand and can further cut their price
on the other. Apart from price cutting, the buyers are
also happy to have Hong Kong manufacturers serving as
quality controller.
According to one of our interviewees,15 the Customs
Department visits a garment factory on an average of
once every two weeks. But there was a record up to
three inspections in the same week.
Apart from factory inspections, the deliveries of
goods between China and Hong Kong are also under close
inspection. Once an employee of a transportation
company, a Mr. Lee, was followed by a car when he was
carrying Diving Products back from China. As the car
followed him all the way from the boundary to Kwun
Tong, Mr. Lee suspected that they were inspectors from
15. Interview with Miss chen, shipping assistant of
Arts Garment Factory Limited.
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the Customs Department. Because Mr. Lee could not get
rid of his chasers, he parked his car on one of the
roads in Kwun Tong, opened the bags containing the
products and started selling the products to the
passers-by. Having watched Mr. Lee for about fifteen
minutes, the inspectors knew that they could not get
anything out from Mr. Lee, so they drove away. After
their departure, Mr. Lee delivered the products to the
local manufacturer with a loss of a few pieces that he
sold.
With tighter and tighter control, the practice of
Diving Product's becomes more dangerous.
Odd enough, another method proposed to increase
competitiveness is also illegal. This method involves
setting up of a Dummy Firm and is not yet used
because some details in the plan are not yet solved.
Dummy Firm
This illegal method requires the manufacturers to
establish a Dummy Firm somewhere overseas.16 The
basic idea is to set up a dummy factory, say in Japan,
where there is no quota restriction from both the U.S.
or EEC markets. The actual operation is similar to
- - - - - - - - - - - - - - - - - - -
16. Conversation overhead in a social gathering on
Feburary 10, 1987 in TST.
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those of Diving Product. The products are
manufactured in Hong Kong or Mainland China but are
shipped to Japan for export as though they are
manufactured in Japan. Although the cost will be
increased with the transportation charges for the
additional journey to Japan, large export volume can
compensate for the extra-cost as Japan is a quota-free
country. The problem of such practice is on the side
of Japanese. As Japan. is a very protective country it
is highly unlikely for the Japanese government to
permit any small investor to open a wholly owned
company there. On the other hand, forming partnerships
with Japanese businessmen is also insecure. The
operation might be squeezed out by the Japanese party
when they have learnt the secret. Instead of helping
the Hong Kong manufacturers, they might start their own
operations, and that is why the local manufacturers
hesitate to try this method.
Although these methods are profitable and are able
to solve the present problem, they are not recommended.
They are used to illustrate the present keen





Since the competition depends heavily on price,
cost reduction is a fatal factor. With the existence
of Diving Products, the price is dropped even
further. As the buyers are aware of the existence of
Diving Products. they feel that there is no need for
them to pay a high price and they tend to squeeze more
from the manufacturers. One of the abnormal trends in
Hong Kong is that the CMT price is decreasing a bit.17
With the key issues rest on cost reduction in the short
run and labour supply in the long run, the following
alternatives are suggested and evaluated.
Big Division of Labour
Division of labour is practised in almost all
garment factories. Usually, a worker is only
responsible for a specific part of the sewing process
only. Yet the job itself, which still includes a few
sewing procedures, is not easy. The concept of Big
Division of Labour,is to divide the job process to the
extent that each worker is only responsible for a job
- - - - - - - - - - - - - - - - - - -
17. Interview with Miss Chen, Shipping Assistant of
Arts Garment Factory Limited.
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as simple as sewing a line on the garment. As the job
is much simpler, the time taken for the production is
shortened, resulting in a drop in the production costs.
Suitability: This method does not make use of any
environmental advantages such as the opportunity of
exporting, and in fact it is not related to any changes
in the surrounding. As it is just an internal change
in facility layout and design, it has the advantage of
insulation from sudden impact. On the other hand, it
does not take the advantage of any opportunities and
might lose good chances.
Feasibility: Since the Big Division of Labour
employs a total different job flow, reallocation of job
responsibilities is necessary. On the other hand, as
the small garment factories manufacture on small
orders, their machineries are general purpose and
installation of new machineries is not necessary. In
conclusion the feasibility of the Big Division of
Labour rest on the human side of the problem.
Vulnerability: With such simple job design, the
workers do not have any job satisfaction and might
easily feel bored. Thus the Big Division of Labour
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has the risk of losing skill workers.
Overseas Operation
As most of the large firms with manufacturing
facilities setting up in overseas countries cut their
cost, the small garment factories may follow them by
establishing overseas operations. Thus the small
factories can gain the same advantages as those of the
larger firms, but they have to face the problem of
financial resources and supply of orders.
Suitability: This suggestion overcomes the problem
of cost reduction and labour shortage in Hong Kong.
With the increase in competition and decrease in
competitive advantages of Hong Kong in garment
industry, overseas operation is a way to explore new
opportunities and retain competitiveness by selecting
the right place for production.
Feasibility: As small garment factories do not
have strong financial support or extra-cash for big
investment, if the small garment factories are going to
manufacture overseas they might have to cease operation
in Hong Kong in order to gain enough capital. Again,
to abandon all that has been established here and start
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in a new place is indeed a critical and risky decision.
Vulnerability: To start an overseas operation, one
has to face a new environment with new people, new laws
and new systems. Even though careful studies are
carried out, a considerable amount of risks still
exist. Are people there capable of garment production?
Are the communication systems and other facilities
capable of supporting business operations. And most
important of all, can the proprietor himself adapt to
the new environment.
Automation
Installation of new machinery can also solve the
problem. With better equipments, production time is
shortened which in turn reduces production cost.
Moreover, automation is necessary in the long run to
decrease the dependence on skilled labour as people are
nnt willing to join the industry.
Suitability: In the long run, labour-intensive
business will be driven out of Hong kong because of its
low return on investment. Therefore automation is
necessary to reduce manpower if a factory wants to stay
in the industry in Hong Kong. On the other hand, with
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cost reduction, the factories can maintain their
competitive edge in the market.
Feasibility: Not all new machinery is suitable for
use in small garment factories. For example, most
CAD/CAM (Computer Aided Design/Computer Aided
Manufacturing) devices are too expensive to justify
their usage in small garment factories even though they
can afford to do so which is seldom the case. In
selecting machinery, economic feasibility and
utilization.of the machinery should be considered.
Vulnerability: As the proprietors of the garment
factories are themselves experienced workers, they
should be capable of deciding whether a new machinery
is beneficial to their factories. With careful
considerations, the risk of installing inappropriate
machinery is low.
Direct Exporting
As foreign buyers are interested in dealing will
manufacturers, direct exporting is possible. Moreover,
direct exporting is necessary for expansion in
business. Apart from cutting cost, it can also allow
manufacturers to acquire better market information for
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the planning of their future business.
Suitability: Direct exporting makes use of the
opportunity on the buyers' eagerness to skip the
middlemen. As the garment factories are strong in
production, it is the time for them to diverse their
effort elsewhere to develop other strengths for the
future. As cost is the key element of success, direct
exporting is worth trying. Moreover, through direct
contacts, manufacturers can better understand the
buyers and provide extra-services whenever appropriate,
so as to differentiate themselves from others.
Feasibility: Direct exporting needs extra capital
investment. They need more space, more personnel to
handle documents and to deal with buyers. There is no
doubt that the manufacturers do not have adequate
resources at present.
Vulnerability: The manufacturers have to start
paying attention to marketing and management, which are
comparatively weak, in order to export directly.
Without knowledge and skills in these areas, there is




After the evaluation of the four proposed methods,
decision has to be made as the resources of small
garment factories are not adequate to implement more
Big Division of Labour does not worth trying.
Shifting the process to Big Division of Labour, the
factories have to change their production process and
salary structure, and each worker has to adapt to
his/her new job responsibility. On the other hand, the
degree of cost cutting is far below the amount of
changes needed. With its risks outweigh the return,
this option is not worthwhile.
New machinery is always necessary to improve
efficiency. Howevery the selection of the right one is
not an easy process. Its uses and impacts on the work
force must be carefully considered. In addition,
installation of new machinery cannot solve problems in
a matter of seconds and most important of all their
automation process will be slower than the larger firms
as large firms have more resources. Therefore,
automation is necessary to survive in the long run but
than one method at one time.
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could not solve the immediate problem.
Overseas investment is a way to regain the
advantages that Hong Kong has lost in the past but its
vast capital requirement is more than what a small
manufacturer can afford. Although the small
manufacturers do not have enough extra-cash for
investment, they can close the operation here and start
production overseas. This is risky but worth trying as
a final choice. In addition, when a small garment
factory has enough capital for investment, overseas
operation is more fruitful as Hong Kong is no longer a
heaven for manufacturing.
The small manufacturers might have financial
problems in overseas investment, some of them have the
ability to set up operations in China. In fact, most
of the manufacturing facilities of Diving Product
were set up by small Hong Kong manufacturers. For
China operations, the products cannot be exported as it
is highly unlikely that they can get quotas as there is
not enough quota in China. Thus, the only way to
utilize the capacity fully is to sell their products in
China. For internal sale, the manufacturers had to
solve problems on distribution networks and foreign
exchange.
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With solutions for these problems, setting up
manufacturing facilities in China can be promising.
Direct exporting seems to be the most promising
idea, yet the reward will not come up immediately.
With direct exporting, substantial investment in both
time and effort are necessary. The next chapter will




As every factory has its unique problems and
situations, an individual factory should conduct
breakeven analysis before actually breaking into the
foreign markets. Direct exporting not only consumes a
great deal of time and money, but also the effort of
f inding buyers, pricing, sourcing and credit analysis
etc., which are often too much for a small firm.
Before directly exporting their products, the
manufacturers should consider if they can get enough
orders. An analysis on whether it is worthwhile to
bypass the export trading firms is necessary to justify
the establishment of an in-house export capability.
As the two alternatives, selling to overseas
directly or continue to deal with an export trading
firm, differ in both the price and cost structures, a
simple breakeven analysis will identify the sales
volume beyond which an exporter finds a strategy more
profitable than the other one.18
If the outcomes of the breakeven analysis are not
encouraging and the manufacturers do not feel confident
18. Thomas H. Becker and James L. Porter, Small
Business Plus Export Trading Companies: New Formula For
Export Success?, Journal of Small Business Management
Vol.21 No.4 p.8
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to achieve such sales level to cover the cost, then the
manufacturers should stay with the export trading
firms. However, the manufacturers can still contact
potential foreign buyers through the Trade Development
Council or other sources. From Trade Development
Council, they can get a list of potential buyers and
start making cold calls and sending unsolicited sales
letters until they feel confident of direct exporting.
When they have the experience in dealing with
customers, things will be easier.
If the manufacturers decide to export directly,
they have to consider details of implementation. The
extra paper-work requires no additional workers because
of its simplicity. The core part of implementation
will be finding buyers for the products and performing
credit analysis of potential customers. The following
case can be a hint to these problems.
Mr. Cheng, the proprietor of Golden Garment Factory
started cooperation with a trader. Their cooperation
proceeded in a number of steps and hoped to end up in
joint ownership of the trader's trading firm and
garment factory. Mr. Cheng wanted to go into exporting
business while the trader needed an expert for garment
field.
Their business practice is that the trader opened a
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small office in United States with two clerks only.
The office employed a number of salesmen who was paid
on commission of about 1.5% of orders received. Thus
they could have orders with relatively low fixed cost.
On the question of creditworthiness of their
customers, Mr. Cheng admitted that their buyers are all
small companies and are not financially strong.
Usually in the manufacturing business, Letter of Credit
is necessary to ensure future payment, but because of
the size of their customers it is impossible for them
to draw Letters of Credit. The small companies cannot
afford their cash to be tied up and they cannot provide
properties as mortgage, so in order to increase
business volume they accept D P (payment against
document). D P is a bill which is paid when the goods
are received by the buyers, and there is no guarantee
that the buyer will pay the money.
What if the company fail to pay the bill? In the
United States there are factoring houses which buy in
bills in discount. So Mr. Cheng and his partner sold
their bills to these institutions with a discount.
Although their return was lowered, their business
opportunities was increased while the risk was
decreased and they thought that it was worthwhile.
Their future plan is that when their customers are
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confident about their abilities, they can get more





In conclusion, as Hong Kong is no longer
competitive in garment manufacturing, further
investment in garment industry in Hong Kong is not
worthwhile. However, garment industry can be
profitable as it will continue to have a high demand so
long as human beings need to wear clothes.
Therefore, to quit the garment industry because of
the disadvantages that Hong Kong facing is not a wise
decision instead the operation should be modified to
struggle for existence. For example, change in plant
locations, manufacturing process and garment design can
all be helpful in regaining competitive advantages.
In this research report, it is suggested that small
garment manufacturers should carry out direct exporting
as a way to stay alive and it was believed that direct
exporting is both feasible and profitable.
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APPENDIX I
CALCULATION ON THE NUMBER
OF SMALL CLOTHING FACTORIES IN HONG KONG
46,817Total no. of factories
19.50%Percentage of clothing factories
No. of clothing factories (46,817 x .195) 9,129
Percentage of small clothing factories 85.50%
No. of small clothing
(9,129 x .855) 7,806factories
Source: Victor Sit, Hong Kong's Small Scale
Industry, University of Hong Kong, 1985, p.2 p.6.
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APPENDIX II
BUSINESS PROBLEMS EXPERIENCED IN 4TH QUARTER 1986
AND EXPECTED IN 1ST QUARTER 1987
IN THE SECTOR OF WEARING APPAREL




1010Insufficient business orders or contracts
4544Price competition from firms in H.K.
3637Price competition from firms overseas
4953Quota and other trade restrictions
3131Shortage of labour generally







1720Late delivery of materials ordered
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High rentals for premises
High interest rates
11Tight credit situation
Uncertainties through exchange rate
77
fluctuations
22Transportation and forwarding probler
Source: Census and Statistics Department, Quarterly
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